The purpose of this study is to understand better the role of fundamentals and earnings management in an earnings string. Using a large sample of firms with at least eight consecutive quarters of nonnegative changes in earnings, we find that accounting fundamentals exhibit increasing growth until about the fourth quarter prior to the string break. Further, we show that peaks in fundamentals predict a string break, reinforcing the importance of fundamentals for the continuation of a string. We only observe evidence of positive abnormal accruals when momentum in fundamentals slows. Analyses indicate that without earnings management, strings would not have continued. We also document that earnings management helps firms obtain a benefit in the form of higher returns. Finally, we show that earnings management is more consistent with managerial optimism rather than opportunism. Overall, results indicate that both fundamentals and earnings management are important for a string, with earnings management serving as an effective stop-gap measure when fundamental growth declines.
Introduction
The purpose of this paper is to provide insights into the determinants of an earnings string, 1 a widely studied phenomenon in accounting research. Empirical research indicates that the market values strings, and at end of a string, this value quickly dissipates (e.g., Barth, Elliott, and averaged across the entire length of the string, it is not clear whether earnings management was used to sustain a string during any particular period. What is also not clear is the extent to which underlying fundamentals sustained the string from period to period. Thus, we are left to wonder whether earnings management, underlying fundamentals, or some combination of the two sustain strings. The main goal of our paper is to shed light on these issues. We predict that underlying economic strength is important for a string. We also predict that given the costs of detected earnings management, firms will likely manage earnings when economic growth declines.
